
HeI Contention ­
(Page 30)

llt.pop.e -

"If one were to include SFAS 106 costs through exogenous
treatment, the revenues resulting from the increase in the
price cap index to account for these costs would also
increase each year by the GNP-PI. as adjusted for the
productivity factor. The problem is that SFAS 106 costs
have already been adjusted for future inflation...Therefore.
the impact of medical care cost inflation has already been
counted. As such the amount offered by the LEC' s has been
inflated to reflect future medical costs. To include these
costs again within the price cap formula through exogenous
treatment, and treat the. by the full amount of GNP-PI which
has ..dical inflation embedded as well is tantamount to
double counting the medical care inflation rate."

Thi. contention 1s virtually identical to the second

"source" of double counting outlined by AT&T on page 7 of

its filing with the Co_ission. Rather than repeat our

response to that contention, we would just point out that,

like AT&T, MCI see.. to have failed to grasp the point that

the LEC. are not asking for exogenous treataent on the SFAS

106 expense, rather they are asking for exogenous treatment

on that portion of the increA,e in expen,. due to the

II&Ddated Accounting change, which will not already be

reflected in GNP-PI increa.e, caused by that accountin&

chan&•.
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B. Aypidanc, of Doubl. Coynt

Two respondents suggest.d ·better· ways of det.rmining the extent of the double

count proble., and therefore ·b.tt.r· ways of d.t.rmining the appropriate portion

of SFAS 106 costs that should qualify for exogenous treatment.

AT&t Cant.ntian ­
(pp. 13 - 14)

"spons. -

• •..•Th. Co.-ission should r.quir. the LEC's to us. an
alt.rnativ. that is both a siJlpl.r and 1I0r. r.liable m.ans
for corr.cting the double count. AT&T suggests that the
appropriate m.thod for r'lIOving the double count b.tween the
SFAS 106 accrual and the GNP-PI t.rm in the pric. cap
for-ula is to raaov. the iJlpact of exp.ct.d chang.s in GNP­
PI froll the SFAS 106 accrual. This can b. accomplish.d in
a straightforward aann.r by r.quiring the LEC' s to subtract
the .xp.ct.d rat. of chanl' of GNP-PI froll the h.alth care
inflation compon.nt in the SFAS 106 accrual. Th. Co.-ission
should specify the chang.s in GNP-Plover the SFAS 106
forecast p.riod. Current .st1ll&t.s is (sic) that GNP-PI
will increase approximately 4' over the long term.·

That AT&T should suga.st such an illogical and .rroneous

-solution- to the double count problell is indicativ. of a

failure to understand the true source of any pot.ntial

double counting. As discuss.d earli.r, pot.ntial double

counting is not r.lated to the fact that SFAS 106 costs are

calculat.d by discounting future medical inflation back to

the pr.s.nt. As discuss.d on page 2 of this aateri.l,

double counting will only arise to the ext.nt that the

incr.as.d costs compani.s will bear, as a r.sult of the

change in accounting JHthod r.quir.d by SFAS 106. will also

caus. an incr.as. in GNP-PI.

Ttl. fact that the AT&T - solution- does not aMress the true

sourc. of potential double counting is illustrated in the

following exaapl., wh.r. th. AT&T solution is shown to

produce an identical exog.nous adjustment in two factually

different circwutance., where logic would dictate different

.xogenous adjustment. be applied.
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In the second footnote on page 13 of its filing, AT&T

e.tiaat.. that its ftsolution· of allowing .xogenous

tre.tm.nt for SFAS 106 accruals, calculated using a medical

tr.nd rate 4' low.r than the actual rate us.d by the LECs

for th.ir financial st.t.m.nts, might r ••ult in

approximately 55' of a giv.n LEC's actual SFAS 106 accrual

b.ing afford.d .xog.nous treatment. Now l.t us consider two

hypoth.tical sc.nario.:

(1) Ev.ry u.s. firm, LEC. and non-LECs alik., have

identic.l demographic mak.up. and provide identical

r.tir.e medical b.n.fit.. Thus, in this ca.e,

pre.umably every u.s. firm would experience the same

incr.a•• in labor co.ts due to SFAS 106. In .ddition,

under this .cenario, it i. a••umed that all labor co.t

incre.... a••ociated with SFAS 106 are compl.tely

r.f1.ct.d in the GNP-PI, •• compani•• r.is. th.ir

pric•• to r.cover tho.e co.t•.

(2) The LEC••re the mU.x firms subject to SFAS 106, and/or

the additional co.t. due to the adoption of SFAS 106

co.t••re n.ver ref1.cted in the GNP-PI.

In the fir.t scenario, it is obvious that the incre.sed

labor co.t. du. to SFAS 106 experienced by the LEC. would be

fully and completely reflected in. the GNP-PI (the Godwins

Report, of cour.e, demonstrate. that this hypothetical

.ituation doe. not exist), and thus no exogenous adjustment

would be required. In fact, in this hypothetical scenario,

providing any exogenous adjustment would re.ult in a

complete double count. Y.t in this circwutance, the AT&T

approach of allowing recovery of SFAS 106 co.ts, calculated

using a lower tr.nd rate (medical inflation minus 4'),

would, a. noted above, re.ult in allowing exog.nous

treatment on 55' of SFAS 106 accruals.
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ICI COIleIDtiop ­
(Page 31)

".poult -

Conversely, under the se~ond scenario, the LECs should

receive an exogenoua adjustment equal to 100' of their

increased costs due to SFAS 106, because the double count

problem simply wouldn't exist. Yet in this circumstance as

well, the AT&T approach would allow an exogenous adjustment

for the same 55' of SFAS 106 accruals as before. This 1s

clearly an illogical result.

One can therefore s.e that AT&T'. .uge.ted approach to the

double count doe. not addre.. the sp.cific factors that

aff.ct the .xt.nt of double count, i .•. :

Differenc.. in plana b.tw••n the LECs and non-LEC.

Diff.r.nc.s b.tw••n the LEC. and non-LECs which will give

rise to diff.rent SFAS 106 co.e. (e. g., dellOgraphic

diff.renc••) .

Proportion of incr.a••d agr.gat. labor co.t. due to SFAS

106, that in face i. r.fl.cted in GNP-PI.

A8 not.d. it i. pr.cisely the.e critical factors detailed

above that are addr••••d compl.tely and comprehensiv.ly in

the Godwins R..port.

-If.the Cc.a1••ion doe•.decide to afford th••• LEC••xog.nous
treataent for SPAS 106 co.t., this double counting JlU8t b.
eliainat.d. This can be accollplish.d .ith.r through the
re.oval of ..dical care inflation from the GNP-PI or through
the reaoval of ..dical car. inflation fro. the SFAS 106
accrual•. -

/

WhU. this -solution- diff.rs slightly fro. AT&T's sugg.sted

-.olution- (pag•• 13-14 of it. filing) in that KCI focuses

on the ..dical care inflation compon.nt of GNP-PI,

conceptually it is very .1JIilar, and suffers from the same

-6-

____________________ c:?dwins----



fundaJlenta1 flaws as the AT&T suggestion. As with AT&T, the

MCI suggestion simply doesn't address the source of any

potential double count. The double count does not arise

fro. the discount of future inflation, but 2D1x froll the

differential impact of SFAS 106 on the LECs relative to

others, and the extent to which the price cap index will

allow the LECs to recover so.e of those additional costs, as

the aacroecono.ic effects of the introduction of SFAS 106

are reflected in the econo., as a whole. As with the AT&T

solution, the MCI solution produces the saae exogenous

adjusaaent, whether in reality there is no double counting

(no non-LEC fim incurs SFAS 106 costs), or complete double

counting (all fi~, including LECs, experience identical

increase. in costs due to SFAS 106, and the GNP-PI fully

renects those increased costs). This is clearly an

illogical result.
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SleTIOR II -

USlORSI TO OB.llCTIQlS UGAIJ)IRC "NAill ARALISIS

A. M.thodololY

Th.re w.re thr•• objections r.is.d with r ••p.ct to the b.sic m.thodo1ogy employed

in the actuari.1 ana1y.i. undert.k.n by Godwins.

AT&T. CpnttJ1t ipn
(pp. 11 -12)

".pop., -

• the .tudy i. f1.w,d b.c.us. the gov.rnment s.ctor is
not included. Although SrAS 106 do,. not aff.ct the
.ccounting pr.ctic•• of the gov.rnaent, growth in r.tir•••nt
h••1th c.r. co.t. for the gov.rnaent ••ctor of the economy
will aff.ct the growth in GRP-PI b.c.us. GRP-PI includes
government SrAS 106-1ik. OPEl .xp.ns•... If OPEI-r.1.t.d
.xp.ns•• of the gov.rnment were included in the ana1y.e.,
the GRP- PI would be higher, and this would h.v. the .ff.ct
of reducing the amount of the LEe' • srAS 106 .xp.ns.
pot.nti.l1y e1igib1. for .xog.nous r.covery.·

AT&T'. cont.ntion that the .xclusion of the gov.rnm.nt

••ctor fro. the ana1y.i. re.u1t. in .n over.t.t•••nt of the

aIIOunt of the LEC.' srAS 106 .xp.ns••1igibl. for .xogenous

tre.tment i. comp1.t.1y inv.1id, b.caus. it is b•••d on a

.i••t.t.ment of f.ct. Th. .t.t•••nt that ·th. GRP-PI

include. government srAS 106-1ike OPEl .xpense· is simply.
wroDi. Gov.rnment .ntitie••r. not subj.ct to srAS 106, nor

.r. they requir.d by the Governm.nt Accounting Standards

Bo.rd (GASB) to .ccount for retir•• medic.1 b.nefit. on

anything oth.r than • ·p.y-as-you-go· b••is. It IIlWIt b.

empha.iz.d that the critic.1 i ••ue i. D2t what .ffect will

the incr•••• in the ·p.y-•• -you-go· co.t. of r.tir••••dica1

plans have on GRP-PI. (Th. GRP-PI will incr.as. due to

incr••••• in ·p.y-•• -you-go· co.t., r.gard1••s of wh.th.r

srAS 106 ever become••ffectiv•. ) Rath.r, the critical

que.tion is what .ffect will th.r. b. on GRP-PI, due to the

requir••ent that private s.ctor emp1oy.rs chanl' the way in

which they accoUDt for r.tir.. Mdica1 plADI. b AT&T
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XCI COQt.ntiOQ ­
(Page 26)

RISPon" -

itself concedes, government sector employers are not

required to change their accounting for retiree aedical

plans. and therefore the fact that lII&Ily governmental

entities sponsor such plans is not relevant to the analysis.

As a result. the Godwins Report considered the government

sector (see page 21 of the study). and correctly excluded it

from the covered population for the calculation of the

increase in labor costs experienced by firms subject to SFAS

106.

-'ftl. USTA study uses data from only one insurance company to
arrive at the cost of medical claias for the calculation of
the nationwide B.nefit Level Indicator.-

'ftle inf.rred intent of the Mel comment is to suggest that

Godwins us.d -data from only one insurance company- to co..

up with per capita claim costs. which were then used to

derive aggregate SFAS 106 costs for the u.s. as a whole.

MCl has cl.arly fail.d to appreciate th. validity of th.

data. and the limited use to which the insurance company

cla1Ju data was put. In particular.

(1) 'ftle insurance company used is. by any measure, one of
~

the five larg.st Life and Health insurance carriers in

the United States.

(2) 'ftle data collected was for Ifos. gedical cIai... not

aIIOunU reillbursed by company plans.

(3) 'ftle data was sufficiently extensive to ensure that no

statistical fluctuations (1. e., s&llpling error.) would

materially affect the results.
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Ad Hoc ContlDtiop ­
(ETI)
(Page 21)

Re,ponae -

(4) The data waa used to fom a frequency and amount

diatribution, against which actual plan provision. of

the LECa and the companies in the Godwins database were

applied, to evaluate the relative benefit levels of the

TELCO plans compared to those provided by other

employers.

(5) Changea in the underlying diatributions derived fro.

the inaurance company data would n2t have had any

aignificant effecta on the ultimate reault. Thia is

becaUile the key reaulta of the Godwina study were

related to the ratig of the GNP-BLI to TELCO-BLI, and

n2t to the absolute value of either.

• Finally , the Godwina Report ignorea ehe usual uncertain~

that is associated with survey results measured by calculated
standard errors. M we d1&cUllaed, Godwina utilized data
fro. a aurvey of 830 employera who .ponaor poat-retire..nt
plana and 170 employera who do not. It ia a well accepted
fact that data fro. aurveya are .ubject to uncertainty which
i. UIlually .a.ured by the atandard error.· However, the.e
atandard error. are never taken into account in the
calculation of the Benefit Level Indicator. (BLI.). thUll
the data .hown in the table on page 28 of the Godwina Report
...Ullea that the atandard deviation ia zero. Thia 1&
obvioUilly incorrect. Furthermore, there is no information
.. to the variance or the .tandard deviation of the sample
data .0 that the .enaitivity of the re.ults can be analyzed.
Combined with the fatal errora di.cUll.ed above, this showa
a report which w.. deaigned to co.. to a particular
conclUilion favorable to the LEC' •. -

The - atandard error- for the calculation of the average

Benefit Level Indicator' w.. not .hownl becaUile in thi.

c..e. the effect of the • atandard error- wa. dee.ed to be

1 Ad Hoc retereac:. .... 28 of tbe 00dwiIII Report. We __ tbIt tbey are ref'erriDa to tbe table
IIbowIl 011. pqe 16 of tbe report IiDce tbere is DO table aor my daIa appeuiq 011. .... 28 of tbe
00dwiDI Report.
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u-at.rial. Th. reason it- is illll&t.rial is that the Godwins

data 18 not. ·surv.y· in the tr.ditional s.ns. of the word

(i.e., a ...11 sample from a large universe); rath.r, it is

a data ba.. comprising compani.s that employ approximately

one -half of all employees who work for companies that

provide post-retirement medical benefits.

How.v.r, in the intere.t of compl.t.ne•• , w. have included

in Appendix A the c.lcul.tion of the v.riance and st.ndard

devi.tion, which are inherent in the calculation of the

.ver.ge BLI. us.d in the aeport. Aa c.n be •••n fro. the

.xhibit., the st.ndard devi.tion for the average pr.-6S BLI

is .015, while the standard deviation for the po.t-6S ILl is

a mer. .008. Had the av.rag. ILls b.en on. standard

devi.tion high.r than the values .ctually us.d for~ the

pre-6S and the po.t-6S ILl, the rel.tive imp.ct of SFAB 106

on GNP comp.r.d to TELCO would bave incr••••d froa 28.3' to

29.1'. Given that the s.naitivity analysis of the overall

result utilized. rang. for this v.lue of 17.8' to 44.5', it

is quite cl••r that the eff.ct of the - standard error­

referred to by £II i. immaterial.
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B. Actuarial "'uption,

There wa, one objection rai,.d r.sarding the r.a.onabl.n.s. of the a••umptions

utiliz.d in det.rmining the ratio of GNP-BLl to TELCO-BLI.

MCI Copttptiop ­
(Page 28)
FN 35

'·'POD'. -

-Within the USTA .tw:ly, in .ita flawed att.lapt to ••tiJlat.
r.lativ. b.nefit ratio l.vel., the conaultant utiliz••
turnover rat.. that ar. ..rkedly lover than the av.rag.
turnover rate. Thia r ••ult. in inflat.d ••tiJlate. of the
OPEl liability. Uke 1IO.t of the ...umptiona us.d by usn,
the srouncla for thia ar. unaupport.d. usn r ...rb that itcha.. thi. ..tiJlat. b.caus. of the hi.torical patt.rna of
long.r ••rvic. life ADd hiah.r average age for TELCO
-.ployee. v.r.us oth.r -.ploye... Unfortunat.ly, the .tudydo.. not inelicat. what t1lle fr_ w.. us.d for this
c0-s»arison, or wh.th.r the .xp.ri.nc. of the la.t f.w y.ar.,
with the large aaount of ciovnIizing exhibited by the TELCO
firma, h.. b••n included.-

Th.r. app.ar to b. two cont.ntiona ..de in MCI'. co...nt.

Fir.t, that the Goclvina .tudy did not us. the - average

turnover rate- for TELCO and ••concl, that .v.n if the

average rat., b...d on -hi.torical patt.rna of longer

••rvic. life and hiah.r average ag.- w.r. us.d, .uch

tumov.r rat•• would still b. too low b.caus. of -the large

aaount of dovnaizing exhibit.d by the TELCO firJU.-

With r ••p.ct to the fir.t cont.ntion, the turnov.r rat.s

us.d for TELCO (T-2) u:a the av.ras. of the rat•• used by

the LEC. in th.ir 1IO.t r.c.nt actuarial .tudi.. (s.nerally

1990 or 1991). With re.p.ct to the ••conel cont.ntion,

40vnaizing throuah Early btir•••nt progr... should not have

.lAX 1Japact on ...Ulled tumov.r rat•• becaus. such turnov.r

rat•• ar. only utiliz.d for proj.cting future pre-r.tir_nt

withdrawala. Thia .hould b. obvious sine. an individual is

no long.r subj.ct to the turnov.r rate. once that individual

beco....1iSibl. for r.tir...nt.

Furth.r, MCI ..... to have .1Iint.rpr.t.d the stat...nt made
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in the Godvina Report (page 48-FN 3) that.

·Supporting evidence for low incidence of turnover at

TELCO r.lative to national average can be s.en by the

high.r average age and put .ervice of TELCO employee.

r.lative to average age and .ervice of national working

population.'

Tba point her. i. not that there have been ·hi.torical

patt.rn. of long.r ••rvic. life and higher average age for

TELCO • .ploy•••• • but rath.r that the current age/.ervice

characteri.tic. of TELCO (age - 41.6 / .ervice - 16.6. a. of

1/1/91) provide evidence of low turnover rate. (i. e. 1a
turnpyer rate. in the put produced the current de.ographic

Jl&keup of the group). Rec.nt downsizing could not have

contributed to producina the.. age/.ervice characteri.tic.

because r.cent .taff reductiona aaong the LEe. were ~

acco.plished through layoff. aaong the younger .hort-.ervice

.-ployee. prior to 1991.

While the above concept i. well known aaong profe••ional

actuarie., we have perforaad .0.. additional analy.i. and

provided a .are detailed explanation below. which should •

aake our point .o..what clearer.

Tba average age &Del .ervice of an e.ployee group is not a

.t.ple function of withdrawal rate.. but higher withdrawal

will generally push down average•. J

2 n. fact tbIt die svenae..of. popdetima will iDcnue if IIIDItaIity ate. ue reduced it obviOUI.
It ca abo be IbDMl tbIt alilllilar effect ocean ia.~y'. -pnpu1'ricm-. AD....,ao,. poap
.... aill &om......~ .. tenIIiaIaica. wbic:Ia Gill COfI'eIPCJIId to mortality ia die ....
pnpuletjcm, PnF»letjcm powda, tbe powda ofdie finD. sad tbe ecoaomic cycle all afiIct tbe IIIIIIIber
..averqe...of............. wbic:Ia npIIc--lICOfI'eIPCJIId to birtbI ill die....populaMll.
Sila die calcul.Qou for TELCO weN .... ma V«J Iarp employ. ~. tbe vlriatioal ill
powda of finDI CIIIIDOt bide die effect of wilbdrawala.
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Calculations were performea to test the hypothesis that the

"T. / T2" choice of withdrawal table. was consistent with the

observed differentials between average age and average

service of TELCO compared to the nation as a whole. \lith

hire age and retirement age a. parameters for calculating

the average age and average service of stationary

populations resulting from T2 , T., and TIO based upon all

retirement. at a given retirement age and all hires at a

given hire age, the table in Appendix B clearly indicate.

difference. that are not only consistent with the results

.hown in the Godwins a.eport, but in fact sugge.t that the

difference. in turnover rate. between TELCO and the rest of

the u.s. working population ..y be even greater than T-2

ver.us T-6.

For ex-...ple, if one were to look at a co.-pany that hire. new

&.-ployee. at an average age of 27, that experience. turnover

rate. equal to T-2, and retirement. at age 62 (a .ituation

not unlike TELCO), one would find that after this company

II&tures it can expect to have an employee population with an

average age of 41.54, and an average past service of 14.54

year.. If, instead, turnover rates equal to T-6 were

applied, the average age and .ervice of the population wottld

be- 38.80 and 11.80, re.pectively. This theoretical

difference, between populations subject to T-6 and T-2, i.

actually Ie.. than the ob.erved differences in age/service

characteristics between TELCO and the non-TELCO finu (see

page 47 of the Godwina a.eport). While TELCO and the rest of

the GNP have different retirement patterns, it can be seen

from the table that difference. in average retirement ages

have only a minor impact on the buic result.

Finally, it .hould be noted that the sensitivity analysis

performed by Godwins is IIOre than sufficient to allow for

any potential understatement of TELCO's turnover rates. On
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page. 34 and 35 of the God1tins Report, it is shown that even

if the .&JIl8 turnover rate. were used for both TELCO and the

re.t of the working population, the relative impact of SFAS

106 on GNP, compared to TELCO, would only increa.e fro.

28.3' to 34.6'. As noted on page 40 of the Godwins Report,

overall re.ults are shown using value. for thi. relative

impact, ranging fro. 17.8' to 44.5'.
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C. ACcuracy and 'eliability of ....ulta

There were two objections raised with respect to the overall accuracy and

reliability of the Godwins findings that labor costs of non-LEC finu sponsoring

retiree medical plans will increa.e 3.19' a. a re.ult of SFAS 106.

AT&T Cgptentigp ­
(pp. 9 - 10)

ll"pgp•• -

-The re.ult. of the GodwinsStudy depend on the calculation
that the adoption of SFAS 106 will increa.e labor co.ts by
3' for firlll incurring OPD expense.. The 3' e.timate is
derived using numerous factor., each subject to error as
noted in Godwina' section on sensitivity of results (pp. 34­
43). The cWlUlative impact of rea.onable variations in each
factor render. the 3' estimate suspect.-

It is precisely the sensitivity analysis referred to by AT&T

that give. us gr.at confidence in the robustne.. of the

bottom line re.ult. In the extre..ly unlikely event that

the actual iner.a.e in labor co.t. is a. high as 5'

(extremely unlikely, because .uch a re.ult would r.quire

that virtually All of the factor. for which uncertainty

.xist.' have been lI&Xima1ly under.tated)· then the total

-.ount of unrecovered SFAS 106 co.t. is reduced by a mere

12' (from 84.8' to 74.7' a••hown on page 41 of the Godwins

.tudy). Thus, there can be little doubt a. to the solidity

of the re.ult., and the Co.-is.ion can be quite confident

that any unc.rtainty in the ba.ic re.ult. of the actuarial

analy.is will not have a .ignificant effect on the final

re.ult.

3 See 11I'. 34-37 of tile GodwiaIllUdy.

4 III r.cc, ...an .... tIba to be~ve ill el*inwtin, tt.o. facton to eDIIIIe tbat the impIct
of SPAS 106 Gl GNP-PI wu, if _ytbiDa, oventated. See, for eumple, tile foIIowiDa ill die
GodwiDa Report:

• CaJnd.tjm of prefundina .s.;.......' (pqe 19)
• Buic BU IIIIdIodoIoIY (pip 34)
• Averqe retirema ... for _-LECI (pqe 35)
• DiIcuuioa of labor COlt peI'CIIIta&e .s.;.......' <...- 36-37)
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XCI Contentiop ­
(Page 25)

"spOD·e -

"In no place within the st"udy is there an attellpt to verify
the costs of SFAS 106 to non-LEC firm.."

"The 3.19' increase in labor costs to non-LEC firms
providing OPEB does not square with other estimates of the
SFAS 106 co.ts..... This amount is only 40' of the
estimates by Warsh.wsky (in Postretirement Health Benefit
P1ADI; Cost. and Liabilities for Priyate Employer., No. 76
Finance and Economic. Di.cus.ion series, Division of
Rese.rch and St.tistics, Division of Monetary Affairs.
Federal Re.erve Bo.rd, W••hington, D.C., June 1989)."

MCI'. contention i. a gross misrepresentation of the facts.

It i. true that in the referenced article Warshawsky does

estimate th.t, b••ed on 1988 dat•• the aggregate increase in

retiree medic.l expense due to the introduction of SFAS 106

would be much higher than the 3.19' estimated by Godwins.

However. de.pite the f.ct th.t W.r.haw.ky is a well trained

economi.t and cl••rly undertook hi. r ••earch in a

r ••ponaibl. aanner. Mel has utilized the re.ults of th.t

r ••••rch irre.ponsibly. Specific.lly, the following IIlU8t be

noted:

(1) War.haw.ky hias.lf now r.cognize. that his original

••timate was unre.li.tic.l1y high, and he h••

• ignificantly reduc.d this estimate in hi. mo.t recent

analy.is.'

(2) Even War.hawsky'. r.vised ••t1Jlate i. .ignific.ntly

hilb.r than other aggreg.te est1Jlate. produced by the

GAD' .nd EBlU' for the .... t1.Jae period. De.pite this.

6 a.-.l AccoamtiD. Oftic:e. H1IIIIIIl R.-...- DiviIicD, -Employee~..: CompaieI' Retiree
Health Liabilitiell..tqe, Adwace Fuadiq CoIdy.· JUDI 1989. GAOlHRD-89-51.

7 Employee BeDefit R.-rdllllltitute, -..ad TnIIda in RMine HeI1th 1DIunDce Beaefi"-. Is8ue
Brief No. 84, November 1988.
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MCl selected Warshawsky's earlier estimate and chose to

ignore both Warshawsky's revision and other lower

est1mates. These other estimates are quite consistent

with the Godwins estimate, and are fully encompassed by

the setUlitivity analysis included in the Godwins

Report.

(3) Warshawsky's revised est1mate is itself too high

because his assumptions regarding plan provisions,

actuarial assuaptiona , and de.ographics were wrong.

These erroneous assuaptions are described in greater

detail below.

(4) Estiaates produced by Warshawsky, as well .s the GAO

and £BRl, are all based on 1988 plan provisiotUl. The

Godwina estiaate is .are accurate because it is based

on 1990 plan provisiona, which are .ore up-to-date.

Each of these points is discussed in greater detail below.

(1) flar.~.ky now recognlze. that hl. orlginal e.tlmare wa. wrong.

In the material referred to by MCl. Warshawsky estiaated that aggregate.
SFAS 106 costs in 1988 dollars would have been $67.9 billion, while ·pay-

as-you-go· costs were $14.5 billion. This net increase in costs of $53.4

billion tranalates to approxlaately 6. 82. of 1988 total coapensation' for

covered eaployees, and directly corresponcb to the Godwins estiaate of

3.19'.

8 1988 Total CompeaeetiaJ for U.S. WOlken wu $2921.3 bilJicm u Ibown ill tile November, 1991
Survey of Curnat~. B.-l0il tile GAO 1tDdy, 26.8~ of 11l1NOlbn are COY.. by plaa
subject to SFAS 106 (_ .... 21 of tile GodwiIII Report). Therefore, ICCOI'diDa to WanbawIty.
Idditioaal SFAS 106 COIla are 53.4 + (2921.3 X .268) - 6.12. of COIIJIlftIMrioa.
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W.rsh.w.ky now re.liz.s th.t his .arli.r estimate w.s b.sed on an erroneous

demographic makeup of the tot.l covered popul.tion (for example, the ratio

of active employees to retirees used was 3.8 to 1, which is far lower th.n

for the typical comp.ny'). In his recent book (the Uncertain Promise of

Retiree Health Benefit., the AEI Press 1992), W.rshawsky revises his

estillAte of aggregate 1988 SFAS 106 .ccrued liability and expense downw.rd

by 25' and 12', re.pectiv.ly, In this n.w study, the .ggregat. estimate of

SFAS 106 expense b.co... $58.9 billion, while ·p.y-as-you-go· costs are

r.duced to $11.3 billion. Thus the net increase due to SFAS 106 of $47.6

billion now translates to an increase of 6.08' of compensation. As shown

in it.m (3) below, even this estimate i. unre.1istically high, due to the

incorrect assumptions th.t Warshawsky r.lie. on.

(2) JI~.hllftl.ky's revbed estlmate is signiLicCltly higher than other estiIMtes

oL aggregate SFAS 106 costs.

Both the GAO and EBRI produced e.timate. of SFAS 106 liabiliti•• , b••ed on

1988 data, that can be directly comp.red to that produced by W.r.haw.ky.

War.haw.ky'. reyis.d ••timat. of $332.1 billion is, in fact, 50' high.r

than the GAO .stimat. of $221. 0 billion, and 34' higher than Dill's

.stimat. of $247.0 billion. Whil. n.ith.r the GAO nor Dill explicitly

c.1cul.ted the increa.. in .ggregat. annual .xp.ns. as • r ••ult of SFAS

106, th.ir liability ••timat.s translat. to incr..... of 4.05'- and 4.5~'u

of comp.nsation, r ••p.ctiv.1y. Both of th••• v.1ue. are w.ll within the

rang. of v.lue. used in the ••nsitivity analy.is p.rform.d by Godwins.

P.g. 41 of th.Godwins a.port _il1ustr.t•• r ••ult••••uming the aggreg.t.

iner.... in co.t. due to SFAS 106 rang. from 2' to 5' of total comp.nsation

of cov.red employ.e.. Ev.n.t the very high v.1ue of 5' (high b.c.us. this

9 See .... 47 of tile GodwiaIlleport.

10 221 + 332.1 x 6.08" - 4.05

11 247 + 332.1 x 6.08" - 4.52
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value, in addition to being materially h1gher than both the GAO and !BRI

estimates, would also r.quir. that virtually all the factors outlined on

pages 34-37 of the Godwina Report to have b.en maximally underestimated),

the percentage of TELCO's SFAS 106 costs that are not recovered, through

the GNP-PI increase and wage rate reduction, is only reduced from 84.8' to

74.7'.

(3) WarshlNslcy's revised e.timate is too high due to incorrect IIssumptions.

In carefully revi.wing the methodology employed by V.rshawsky, it becomes

quite clear why h. arriv.s at aggregate cost .stimates th.t are so much

higher than the GAO .nd the Emll estimates, as w.ll as the Godwina

estimate. Simply put, the methodology employed by V.rsh.wsky utilizes

assUlllptiona regarding plan prov1siona, the dellOgr.phic profile of the

cov.red popul.tion, and .ctuarial assumptiona to b. used by comp.nies to

calcul.te SFAS 106 .xp.na., that .r. deaonatr.bly wrong. Sp.cific.lly, in

estimating the SFAS 106 .ccrued li.bility, Varsh.wsky:

Assumes • -r••sonably g.nerous h••lth plan with low deductibl.s .nd

co-p.ym.nts- for All comp.ni.s (Pg. 92). A multitude of surveys (s•• ,

for .xampl., Health Car. for R'tir.d Jmployees by Betty Kalroy Stagg,

Th. Conf.r.nc. Bo.rd R••••rch Bull.tin No. 202, 1987) demonatrate th.t

this is s1.lllply not the cas.. Many companies in fact provide quit~ •

bit l ••s than -r...onably g.nerous- b.n.fits. D In fact, using data

not av.ilabl. to Var.haw.ky, the Godwina BLI methodology was developed

tosp.cifically isolate the v.ri.tion of -genero.ity- among cOIlp.nies'

r.tir....dic.l plana.

12 See .... 7 of the ee.rer.ce Boud report cited above IIId p1p19-11 of the 8ewj" Mpjj'" 1990
Syryey of Reti.. Mpdic;a1 Bwfig.

-20-

________________---- ~win$ _



As.WIl•• lif.t1Jle cov.rag. for both the r.tir•• and his spous., for ill
companies. This is cl.arly unr.alistic, and contradict.d by the

Conf.r.nc. Board mat.rial ref.r.nc.d abov•. u

AsSWlleS all activ••mploy••• b.co•••ligibl. for full b.n.fits at age

55. This al.o is contradict.d by the studi•• r.ferr.d to above. M

As.WIl.. .ortality at 83 GAMY rat.. while many compani.s continue to

a••WIl. high.r .crtality rat.s.

Utiliz•• a 1.' .pr.ad b.tw••n the discount rat. and ••dical tr.nd rat.

combined with a 4, p.r y.ar aging factor.

As.WIl.. a r.tir....nt ag. of 62.5, in contra.t with the .videnc. of

av.rag. r.tir•••nt ag•• b.tw••n 63.5 and 64, a••hown on page 35 of

the Godwina a.port.

Strong .videnc. that War.haw.ky'. actuarial a••u.ptiona a. to tr.nd and

mortality r ••ult in unr.ali.tically high SFAS 106 co.t. can b. s••n fro.

the fact that the LEC. us.d INCh loyer co.t a••Ullptiona to calculat. th.ir

SFAS 106 co.t.. In fact, only 2 out of the 11 LEC. on who. data was

coll.ct.d us.d the 83 GAM table for th.ir SFAS 106 calculations, and the

average spread b.tw••n the di.count rat. and the ult1aat. trend rat. for

the LEC.' SFAS 106 calculations is 2.57'. This is particularly comp.lling,

given the fact that the re.pondent. to the LEC.' filings with the

Commission have indicated that they believe that the assumptions used by

the LEC. overstate their SFAS 106 accrual•.

13 See .... 7-8 of die ec.tereace Baud report.

1" See pap 9 of die Hewitt AIri'" lbIdy cited ia foomote 12 em die preyiouI pap.

IS The 1983 GAM mortality table iI die molt modem (1oweIt death rateI) C1UnId1y 1.-l for JMUioD
wluatioaa ia the Uaited sau.. While it wu publiIbId by die Society ofActuarieI ia October, 1983,
it Iti1l bu DOt .... uaivena1ly Idopted by tIII'OIled ICtuarieI for tbeir pmaicxl valuatiOlll.
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In addition to the probl... cit.d above,·Yarshawsky also assumes that the

dellOgraphic profile of the entire covered population is a Rreasonably

mature and stable groupR which is Rtypical of many large companies. R Yhile

Yarshawsky does not disclos. the sp.cific age and service characteristics

of this group, based on his statements we must assuae that it is older and

has longer service than the av.rag. covered group. (Note that the GAO

survey" reports that a v.ry significant numb.r of r.tir.e m.dical progr...

are sponsored by co~ani.s with l.ss than 500 .~loy••s.) By utilizing a

demographic profile of such ag./s.rvice characteristics, Yarshawsky is

undoubtedly ov.rstating aggr.gat. costs still furth.r.

(4) All thr.e est1.mate. (fIArs1untsky, GAD IUId EBRI) Are ba.ed on out-of-date

data.

Aft.r rej.cting Yarshawsky's .stima.t. due to the ••rioua probl... not.d

above, th.r. still r ....ins the question of why the GAO and URI .stima.t.s

are both slightly high.r than the Godwins .stima.t. of aggr.gat. SFAS 106

costs. Th. s~l••xplanation for this is that r.tir....dical plans have

chang.d substantially, b.tw••n the t1lle the data was gath.r.d for the thr.e

.stimat.s noted above (1988), and the t1lle p.riod for which plan provision

data was coll.ct.d for the Godwins study (1990). In fact, according to the

Hewitt Associat.. 1990 Survey of Retiree Medical Benefits, 70' of all

surv.yed companies chang.d th.ir r.tire. m.dical plans in 1988 or 1989.
~

Thua, the Godwins .stima.te IllUSt b. r.garded as IIOre accurat. b.caua. it

uaes more r.c.nt inforlUtion.

16 o-al Armmtin. Of&ce. Employee Beaefitl, -&II1II of~' Retiree HeIltb Covenp,­
OAO~. Much 1990.
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SICTIOR III .

gSlOlSE TO OIJECTIONS IIGAllDIRG lIAQJOICOROIIC AlALISIS

A.. Methodologt and Choic. of IIod.l

MCI and AT&T raise three que.tions about the choice of a II&croeconomic model and

its use in estimating the impact of SFAS 106 on GNP-PI.

leI Contention ­
(Page 31)

Be'Ron" -

XCI Cont.ntiop ­
(Page 32)

"Such a model, in it. final fora, h nothing 1I0re than a
.o_what advanc.d spr.adaheet model. Thh cannot be
vi.w.d II an obj.ctiv. for.casting tool, but rather as a
..ans to l'gitL.ize ov.rly simplistic calculations."

By calling the Godvins 1I0del a "sollewhat advanc.d

spr.adah.et IIOdel", MCl lI.ans that the 1I0del is us.d to

p.rfora "what if" .x.rci.... But a "what if" ex.rci.e i •

• xactly what i. r.quir.d to .tudy the impact on GNP-PI of

the introduction of SrAS 106. To calculat. the

diff.r.ntial impact of srAS 106, w. n.ed to a.k "what

happ.ns to the value of GNP-PI if srAS 106 h introduced."

Any economic 1I0del, .v.n a large -scale co...reial

.conoll.tric forecllting IIOdel, would have to be put through

a "what if" ex.rch. to det.raine the impact of srAS 1~6.

Th. critici.1I of the Godvins aodel for being us.d to

p.rfora "what if" ex.rcis•• i. unwarranted.

"USTA cont.nd8 that the IIOdel, while not b.ing us.ful for
forecllting II&cro.conoaic activity, can .o••how be used for
for,cllting the differ.nce. in IlaCro.conollic activity
deptndilll on a .hift in an .xogenous variable (th.
IIUltiplicativ. tem us.d to adjust labor co.ts for the
SrAS-106 impact•. )4l [footnote not r.peat.d here] This
di.tinction is artificial- -if a 110411 cannot b. r.li.d upon
to for.ca.t the int.ractiona within the econo->,. how can it
be utiliz.d to predict the difference. due to salle
alt.ration to one value within the IIOdel?"
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h'ROD" - To appr.ciate the distinction that Mel ass.rts is

artificial, consider a simple example from outside the

reala of regulation or economies. Suppose you are planning

to take a 500-mile trip by ear and you are concerned about

how long the drive will take. The length of time will

depend on the weather, road constructions along the way,

traffic, accident. along the way, whether your ear has

mechanical trouble, and so on. Owing to the various

unpredictable factors, any foreca.t of the duration of the

trip lI&y well be in error by an hour or more.

Now suppose that in planning your trip you want to know how

much driVing time you can sav. by packing lunch to eat

while driving. If lunch at a fa.t food restaurant take.

about half an hour, you estimate that packing lunch save.

about half an hour. 'This informed gue.. can be II&de

without having to (1) pr.dict the ov.rall duration of a

trip that include••topping for lunch; and (2) pr.dict the

ov.rall duration of a trip that do.. not include stopping

for lunch. You can avoid all of the complicating factors

involv.d in trying to predict the overall duration of the

trip. Th. prediction of the effect on duration of stopping

for lunch ..y not be exactly right. (Indeed if you pack.
lunch rather than .top for lunch, you will never know if

your prediction was right.) However, the foreca.t error of

the eff.ct of .topping for lunch is likely to be much

...ll.r than the foreca.t error for the ov.rall duration of

the trip.

This eXaJlple illustrate. that when e.t1ll&ting the .ffect on

a variable caused by a particular event, it is not

nece••ary to foreca.t the actual value of that variable.

'The Goclwins model calculate. the effect of SFAB 106 on

GNP-PI without having to forecast the actual lev.l of

GNP-PI.
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Atit Cont.ntion ­
(Page 10)

""POD" -

"S.cond, Godwins offers no methodology to test the validity
of the macroeconomic model's r.sults ... If the model
param.t.rs and equations do not adequately describe real
world data, th.n any pr.dictions it giv,s are of little
valu•. "

Th.se comments raise two sep.rate questions: (1) do the

model's parameters and .quations adequat.ly describe re.l

world dat.? .nd (2) how c.n one t.st the v.lidity of the

IIOdel ' s results .bout the iJIp.ct of the introduction of

SFAS 1061 In answ.r to the first question, the JIOdel' s key

p.ram.t.rs do describe re.l world data. 'nt. inputs to the

model consist of 6 numerical p.rameters. Two p.raaet.rs

measur. the share of labor cost in total cost, and the

bas.lin. values of the.. p.rameters were chosen to match

the actual sh.r. of labor co.t in tot.l co.t in the United

Stat... One p.raa.t.r measur•• the .h.re of priv.t•••ctor

.-ploYMnt cov.r.d by SFAS 106 b.n.fits, and the value of

thi. paramet.r was cho••n to r.fl.ct the f.ct that of the

95.8 million priv.t•••ctor .-ploy••s, 30.7 million .r•

• ligibl. to have • portion of their m.dical costs in

r.tir.ment met by th.ir .aploy.r's medical plan, subj.ct to

SFAS 106. A fourth p.ramet.r me.sures the p.rc.ntag. by

which SFAS 106 dir.ctly incr..... the l.bor costs. of

.mploy.rs that off.r post-r.tir...nt medic.l ben.fits. The

bas.line value for this p.raaeter was bas.d on the

.xt.nsiv••ctuarial study in the Godwins I..port. A fifth

par...t.r is the wag••lasticity of labor supply, and .s

discuss.d on page 30 of the Godwins R.eport, the v.lue of

this .lasticity was bas.d on a publish.d s~ry, by Mark

I.. Killingsworth, of the .xt.naiv••conometric lit.ratur.

on the .lasticity of labor supply. A .ixth par...t.r, the

price el.sticity of demand, w.s not bas.d directly on •

sp.cific s.t of data or • sp.cific s.t of econoaetric

studi.s. How.v.r, ecoDOaetric studies of dell&Dd for

v.rious goods tend to find pric. elasticities on the order
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of on., or small.r. (For-example. on page 16 of its report

submitt.d in opposition to the dir.ct c••••• ETI cit•••

price .lasticity of d.lI&nd of 0.723 for interstate switched

acc•••• in a study by J. G.tto et. al. of AT&T.)

Exp.rim.ntation with the model revealed that (1) the

r ••ult. of the model .r. not very sensitive to the price

el••ticity of dell&nd; and (2) high.r values of the price

.l••ticity of demand tend to incre••e the calculat.d impact

of SFAS 106 on GNP-PI. To guard ag.inst und.rstating the

t.p.ct on GNP-PI of the introduction of SFAS 106. it was

decided to us. • v.1ue for this p.ram.ter th.t likely

ov.r.tat•• the true v.lue ••0 • v.1u. of 1.5 was used in

the b•••line ca... •• explained on page 29 of the Godwins

Report.

The second que.tion. which concerns te.ting the model'.

re.ult. .bout the iJlpact of SFAS 106. is a conc.ptual

que.tion that would confront ADX model, not Just the

Godwins model. used to e.tiaate the iJIp.ct of SFAS 106 on

GNP-PI. M AT&T point. out on p.g. 10. Wth.r. is no way to

indep.ndently v.rify by ob.erv.tion the true change in

GNP-PI clue to SFAS 106 even after SFAS 106 goes into

.ffect. w Thi. quot.d ••nt.nce i. corr.ct, but notice that

this ••nt.nc. is indep.ndent of the choic. of a model. M

.xplained in the May, 1992 Godwins Re.pons. to Paragraph 16

of the FCC Order of Inv••tigation and Susp.nsion (p. 7), it

i. t.po••ibl. to dir.ctly ob••rv. the iJlpact of SFAS 106 on

GNP- PI, .v.n after the fact, b.caus. w. have no way to

directly ob.erv. what GNP-PI would have been in the ab••nc.

of SFAS 106. This probl.m is fac.d by pr.dict.d chang••

bu.d on .conometric model. a. w.ll a. chang.. based on

quantitative clu.ical g.neral equilibriua modela. such as

the on. us.d in the Godwins R.port.
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AT&T (p. 10) goes on to point out that ·standard economic

practice is to perfora tests whenever a model is based on

estiJlates to see how closely the model mirrors actual

data.· For example, large-scale cOlIIDercial econolletric

forecasting models are designed to forecast the values of

various macroeconomic variables. Then the actual values of

the.e variables are compared to the values forecasted by

the 110de1 , and the difference between the actual and

forecuted values 18 called the forecast error.

Statistical properties of forecast errors, such u the root

mean square error or the lIean absolute forecast error, are

then calculated. Although this statistical analysis of

forecasts is commonly applied to large-scale econometric

models, one should not be misled into thinking that these

analyses can test the validity of a 1I0del' s prediction

about a change in a IlAcroeconollic variable (such as

GNP-PI). when so_ upect of the IIOdel is changed (such u

the introduction of SFAB 106). Statistical properties of

forecast errors can be used to test the accuracy of

cpnditional forecasts·'. but do not address the question of

the Jlodel' s accuracy when predicting the effects of a

change in the IIOdel' s inputs.

Ve are faced with a choice between a quantitative classical

general equilibriUli IIOdel of the sort used in the Godwins

a.eport and a large-scale cOIIIYrcial econometric forecasting

IIOdel. Neither type of model hu been tested for the

validity of the predicted macroeconollic effects resulting

froll the introduction of SFAB 106. Both types of models

17 Coaditioal1 forecuaI UI8 IWJmed fuIure val.. of varioua iapuI8 to die model, ... thus are
-coaditioal1- OIl tbeIe .-mwt fuIure val...
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